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Chapter 2: Identifying a Bookkeeping Transaction 
Text, Exercises and Solutions 
 
Introduction 
 
By the end of this section you will have begun to appreciate the: 
 

• layout and content of a balance sheet 
• layout and content of a trading and profit and loss account 
• links between the balance sheet and the trading and profit and loss account 
• nature and meaning of the basic concepts and conventions of accounting 
• duality principle of accounting … 

 
It might seem obvious to everyone that all a bookkeeper needs to do is to pick up an invoice or a 
credit note and enter it into the ledgers and accounts. The purpose of this section is to explain all of 
the basic rules to do with sorting out what is a bookkeeping transaction and what isn’t. 
 
The Concepts of Accounting 
 
Every bookkeeper and accountant follows a set of rules to try to ensure that their work is as accurate 
as possible. These rules are called the concepts (or conventions) of accounting. The most important 
concepts are these: 
 
Going Concern 
 
Under this concept the bookkeeper and accountant assumes that that a business will remain in 
existence for the foreseeable future. Without this concept, accounts would have to be drawn up on 
the winding up basis.  
 
Exercise 20 
What do you think is meant by the winding up basis in the context of the going concern concept? 
 
Accruals 
 
This concept says that even if an expense, for example, has not been paid yet, we must record them 
when we incur them.  
 
Exercise 21 
Imagine two expenses that a business might incur today but only pay for in a week’s time or even 
later. 
 
Exercise 22 
The idea of prepayments are important here too: where we pay for something before we use it. Give 
an example of when a business might prepay an expense. 
 
Consistency 
 
As we will see throughout this section, bookkeepers and accountants have a variety of methods to 
use at various stages in the bookkeeping cycle. The consistency concept says that if you use one 
method this month, you should use the same method next month, the month after and onwards into 
the future. 
 
Examples of different methods we might come across include methods of calculating  
 

• depreciation 
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• doubtful debts  
 
Exercise 23 

a) Try to find the names of two methods of calculating depreciation. 
b) Show how the two depreciation methods you have found in your answer to part a) of 

this question might work for, for example, a motor vehicle that costs $25,000, has a 
useful, working, life of 10 years might be sold for $5,000 after the ten years of use. 

 
Prudence 
 
Basically the concept says that whenever there bookkeeping and accounting decisions to take, the 
accountant will choose the one that results in a lower profit, a lower asset value and a higher liability 
value: anticipate no profit and provide for all possible losses'.  
 
Exercise 24 
Give an example of how the prudence concept might work in reality. 
 
Objectivity 
 
The objectivity concept requires an accountant to draw up any accounts only on the basis of objective 
and factual information. This concept attempts to ensure that if, for example, 100 accountants were 
to draw up a set of accounts for one business, there would be 100 identical accounting statements 
prepared.  
 
Exercise 25 
Give an example of an objective decision being taken by an accountant by first thinking about a 
subjective decision he might take. 
 
Duality 
 
This is the very foundation of the universally applicable double entry book keeping system and it 
stems from the fact that every transaction has a double (or dual) effect on the position of a business 
as recorded in the accounts.  
 
Exercise 26 
Suggest what the dual effects of buying an asset by a business would be if the business bought the 
asset 
 

• for cash 
• from a creditor 

 
Suggest what might be the dual effects of a sale of goods by a business for cash. 
 
Entity 
 
The idea here is that the financial transactions of one individual or a group of individuals must be 
kept separate from any unrelated or private financial transactions of those same individuals or group.  
 
Exercise 27 
Suggest an example of why the entity concept is so important for a business. 
 
Cost 
 
The bookkeeper says that only the costs paid to acquire an asset should be the only values to be 
shown in the accounts. For example, assets are shown on the balance sheet at the value paid to 
acquire them; that is, their historic cost less depreciation to date. 
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Exercise 28 
If assets and expenses are not included at cost value, what could they be included as? 
 
Money Measurement 
 
The money measurement concept says that only those transactions that can be expressed in money 
values (whatever the currency) are of interest to the accountant.  
 
Exercise 29 
What are the implications of the money measurement concept for the bookkeeper and accountant? 
 
Materiality 
 
We are concerned here with the idea that bookkeepers should concern themselves only with matters 
that are significant because of their size and should not consider trivial matters. What we are 
concerned with here is RELATIVE IMPORTANCE. As far as an individual is concerned, the loss of a 
$10 would be important and MATERIAL.  
 
Exercise 30 
Try to find an example of how bookkeepers and accountants use the concept of materiality. 
 
Realisation  
 
The realisation concept helps the bookkeeper to decide when a transaction is certain enough for the 
profit to be made on it. Realisation occurs when a sale is made to a customer. The basic rule is that 
revenue is created at the moment a sale is made and not when the account is later settled by cheque 
or by cash.  
 
Exercise 31 
Give an example of when a newspaper seller realises a sale and an example of when a car dealership 
realises a sale if that business receives cars from the manufacturer on a sale or return basis. 
Source: Duncan Williamson (2014) The Bookkeeping and Accounting Coach Hodder and Stoughton 
Chapter 2 
 
Solutions to Exercises 
 
Exercise 20  
 
The winding up basis means that we value our assets and liabilities according to what we can get for 
them, assets; and what we can negotiate with, liabilities. For example, in the non current asset 
section we might have a building valued at $100,000 but on the winding up basis, because everyone 
knows our business is in trouble, we might only be able to sell it for, say, $55,000. With a current 
liability, for example, we might owe $17,500 to a supplier but when they understand our problem 
they might accept, say $5,000 on the basis that it’s the best we can do! 
 
Exercise 21 
 
Imagine two expenses that a business might incur today but only pay for in a week’s time or even 
later. 
 

• Electricity costs: typically we use electricity which is recorded on a meter and pay for 
it a month or two later. 

• Salaries are usually earned in one month and then paid for in the following month. 
 



Specimen Materials for Finance for the Non Financial Manager 
Page 5of 7 

The purpose of the accruals concept is that it allows the bookkeeper to match the costs to the 
activities when they were carried out. That is, we need to know the cost of electricity when it was 
used, not when it was paid. Expenses paid in arrears must be shown in the current period's profit 
statement. 
 
Exercise 22 
 
The idea of prepayments are important here too: where we pay for something before we use it. Give 
an example of when a business might prepay an expense. 
 
A good example of an expense that is prepaid is rent of buildings and equipment, which is often paid 
in advance. Such costs relate to a future period must be carried forward as a prepayment for that 
period and not charged in the current profit statement.  
 
Exercise 23 
 

c) Try to find the names of two methods of calculating depreciation. 
d) Show how the two depreciation methods you have found in your answer to part a) of 

this question might work for, for example, a motor vehicle that costs $25,000, has a 
useful, working, life of 10 years might be sold for $5,000 after the ten years of use. 

 
Depreciation is the writing down of the cost of a motor vehicle and it might be calculated using. If we 
buy a motor vehicle for $25,000, for example, and we think that this vehicle has a useful life of 10 
years after which we think we might sell it for $5,000, we could charge ($25,000 - $5,000)/10 years 
= $2,000 per year for depreciation: that is, we can use the straight line method.  
 
Alternatively, we might depreciation the motor vehicle by using the reducing balance method and 
for that we would depreciate the motor vehicle at the rate of 14.866% per year. That would be 
$25,000 * 14.866% for year one = $3,716.50 and for year two is would be ($25,000 - $3,716.50) * 
14.866% = 3,164.01 … 
 
The point here, consistency, is that if we used the straight line method for year one, we would 
calculate $2,000 for year one and ($25,000 - $2,000) * 14.866% = $3,419.18 for year two: that is 
not consistent and is not allowed. 
 
Exercise 24 
 
Give an example of how the prudence concept might work in reality. 
 
There are many possible answers to this question. If we imagine that our medium to large sized 
business sells goods or services on credit, it would not be prudent to pretend that pretend that all of 
our debtors will pay everything they owe us. 
 
The prudent accountant will create an account for possible doubtful debts. This means that are ready 
to cancel some of those debts and profits and the balance sheet will reflect that. 
 
Exercise 25 
 
Give an example of an objective decision being taken by an accountant by first thinking about a 
subjective decision he might take. 
 
A subjective decision might be that the accountant says, I think that motor vehicle will be sold for 
$10,000 in three years’ time … he THINKS … on what basis? 
 
An objective decision might be that the accountant says, I have gone through Parker’s Car Price 
Guide and checked with our auditors and we agree, that motor vehicle should be shown as having a 
resale value of $7,500 three years from now. 
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Exercise 26 
 
Suggest what the dual effects of buying an asset by a business would be if the business bought the 
asset 
 

• for cash 
• from a creditor 

 
Suggest what might be the dual effects of a sale of goods by a business for cash 
 
When an asset is bought, another asset cash (or bank) is also and simultaneously decreased OR a 
liability such as creditors is also and simultaneously increased. 
 
When a sale is made the asset of stock is reduced as goods leave the business and the asset of cash 
is increased (or the asset of debtors is increased) as cash comes into the business.  
 
Exercise 27 
 
Suggest an example of why the entity concept is so important for a business. 
 
The best example here concerns that of the sole trader or one man business. The sole trader will 
often take money out of the business for his personal expenses by way of drawings. Even though it’s 
his business and apparently his money, there are still two bookkeeping aspects to the transaction: the 
business is 'giving' money and the individual is 'receiving' money. So, the affairs of the individuals 
behind a business must be kept separate from the affairs of the business itself. 
 
Exercise 28 
 
If assets and expenses are not included at cost value, what could they be included as? 
 
Modern accounting uses the phrase fair value. Until relatively recently, every company in the world, 
with exceptions, used the cost or historic cost concept. Fair value really means that assets might be 
shown at their current market value rather than their historic cost. 
 
Exercise 29 
 
What are the implications of the money measurement concept for the bookkeeper and accountant? 
 
Let’s think of an extreme example: imagine that we are trying to do business together. You want to 
sell me some fuel for my motor vehicle but I don’t have any money. I do have 100 kilogrammes of 
rice. If we agree that I can have 100 litres of fuel in exchange for 100 Kg of rice, that’s one thing. 
 
How will your bookkeeper enter this sale in the books? At what value? How will he find that value? 
Suppose there is no one else on earth who wants or needs that rice? 
 
If we cannot value the rice then there can be no bookkeeping transaction to record. 
 
Exercise 30 
 
Try to find an example of how bookkeepers and accountants use the concept of materiality. 
 
One simple way to see how bookkeepers and accountants use the concept of materiality is to look at, 
for example, a balance sheet of a medium sized to large business. You will see something like this: 
 
DW plc Balance Sheet as at 31st December 2014 
Fixed Assets $’000 $’000 
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Land 1,500  
Buildings 7,650  
Total Fixed Assets  9,150 
 
Notice the column headings … $’000: here we see that this company has rounded off its balance 
sheet values to the nearest thousand Dollars. For example, $1,468 might have been rounded up to 
$1,500 and $7,652 might have been rounded down to $7,650. The company believes it is only 
material to show thousands of Dollars. Larger businesses might round off to the nearest million 
Dollars … 
 
Exercise 31 
 
Give an example of when a newspaper seller realises a sale and an example of when a car dealership 
realises a sale if that business receives cars from the manufacturer on a sale or return basis. 
 
Selling a newspaper for cash means that the sale is realised as soon as you or I walk up to the seller, 
give him the money and take away the newspaper. Most retail sales are like this. 
 
As far as the car dealership is concerned, this might be complicated. However, the dealership realises 
a sale when a customer buys a car. On the other hand, the car manufacturer cannot realise all sales 
of all cars until the time when all of the cars have been sold, or the sale or return period has expired 
when it can realise the sales or take back the cars from the dealership. 
 
 


